Significant Tax Issues in Hospital Related Joint Ventures by Myre, Theodore T., Jr.
Kentucky Law Journal
Volume 75 | Issue 3 Article 5
1987
Significant Tax Issues in Hospital Related Joint
Ventures
Theodore T. Myre Jr.
Wyatt, Tarrant & Combs
Follow this and additional works at: https://uknowledge.uky.edu/klj
Part of the Health Law and Policy Commons, and the Tax Law Commons
Right click to open a feedback form in a new tab to let us know how this document benefits
you.
This Symposium Article is brought to you for free and open access by the Law Journals at UKnowledge. It has been accepted for inclusion in Kentucky
Law Journal by an authorized editor of UKnowledge. For more information, please contact UKnowledge@lsv.uky.edu.
Recommended Citation
Myre, Theodore T. Jr. (1987) "Significant Tax Issues in Hospital Related Joint Ventures," Kentucky Law Journal: Vol. 75 : Iss. 3 , Article
5.
Available at: https://uknowledge.uky.edu/klj/vol75/iss3/5
Significant Tax Issues in Hospital
Related Joint Ventures
By THEODORE T. MYRE, JR.*
OVERVIEW
In the past few years, hospital related joint venture arrange-
ments have become increasingly popular. Because of the recent
high incidence of hospital failure and the competitive demands
placed upon them by the growth of large nonexempt multi-
institutional hospital companies, tax exempt hospitals have been
forced to take innovative and sometimes dramatic steps to
maintain or expand their patient bases. When a hospital enters
into a joint venture with a physician group, hospital-physician
ties naturally are strengthened, while the referral network, es-
sential to the success of any hospital, is reinforced. Joint ven-
tures allow hospitals to expand the nature and breadth of their
services, often at lower costs than would be incurred if the
hospital undertook the venture independently, and often with
the added expertise of specialized coventurers. Such arrange-
ments also provide hospitals with a fresh source of capital to
finance new ventures.
This Article focuses primarily on the tax considerations
faced by exempt hospitals when planning a joint venture with
unrelated taxable entities or groups of individuals. The Internal
Revenue Service ("the IRS") has repeatedly stated that it will
view such arrangements with special scrutiny.' Even closer at-
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tention will be given to joint ventures with physician groups,
because of the IRS' growing suspicion that exempt hospitals,
unless contained, will shower undeserved benefits upon such
physicians. 2 Because of this strict scrutiny standard, exempt
hospitals must use great care when entering into these ventures.
Where possible, the blessing of the IRS should be obtained by
way of a binding private letter ruling (although time constraints
may not allow for such a ruling).3 In addition, the IRS will not
rule on many of the factual issues that represent the greatest
risk to an organization's exempt status.4
I. TAx CONCEPTS RELATING TO EXEMPT ORGANIZATIONS
As a backdrop to the discussion of specific tax issues arising
from a hospital's participation in a joint venture, this Article
first reviews three unique tax concepts that apply to tax exempt
organizations, which have as their primary tax concern the
maintenance of their exempt status. These concepts are private
inurement, private benefit, and the unrelated business income tax.
A. Private Inurement
Section 501(c)(3) of the Internal Revenue Code of 1986
("the Code") provides that "no part of the net earnings of
[the exempt organization] ... [may inure] to the benefit of
any private shareholder or individual." 5 In addition, in order
2 See, e.g., Gen. Couns. Mem. 39,498 (Apr. 24, 1986). These suspicions are
confirmed to some extent in a study by Professor Regina Herzlinger, soon to be
published in the Harvard Business Review, which concludes that many exempt hos-
pitals are controlled by and operated for the benefit of their staff physicians. See also
Lowry Hosp. Ass'n v. Commissioner, 66 T.C. 850, 859 (1976) (hospital lost § 501
exemption because physicians received net earnings benefit).
I An exemption determination takes approximately three months; a determina-
tion involving a reorganization, including a joint venture arrangement, can take from
six months to a year, depending upon the complexity of the transaction.
4 A letter ruling is no longer the only way to obtain advice from the Internal
Revenue Service (hereinafter IRS) National Office. In a break from prior practice,
rulings division personnel are now allowed, in their discretion, to discuss substantive
tax issues with a taxpayer prior to the receipt of a written ruling request. See Rev.
Proc. 87-1, 1987-1 I.R.B. 7, and compare Rev. Proc. 83-36, 1983-1 C.B. 763, 770. In
addition, IRS personnel very often are cooperative at the District level.
5 I.R.C. § 501(c)(3) (1986).
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to gain and maintain exempt status, an organization must be
organized and operated exclusively for charitable purposes. 6 The
penalty for violating this proscription is severe: the organization will
lose its tax exempt status.7 For purposes of section 501(c)(3),
"private shareholders or individuals" are broadly defined as
"persons having a personal and private interest in the activities
of the organization." 8 Generally, if an individual or entity can
exercise control over the purse strings or policies of an exempt
organization on a less than arm's-length basis, such individual
or entity can be the recipient of inurement. Therefore, the term
"private shareholder or individual" includes directors and of-
ficers, as well as founders and substantial contributors. Ac-
cording to the General Counsel's Office of the IRS, the term
also includes physicians on the staff of the exempt hospital. 9
This interpretation, a classic example of casting the net too far,
is discussed in greater detail below.
In determining the existence of private inurement, the
amount of the private enrichment apparently is irrelevant, even
if it is relatively insubstantial. "When Congress conditioned
the exemption upon 'no part' of the earnings being of benefit
to a private shareholder, it specifically intended that the amount
or extent of benefit should not be controlling." ' 0 However, as
a general rule, inurement is found to exist only in egregious
circumstances.I
The prohibition against private inurement, however, does
not preclude a charitable organization from paying compensa-
tion or making other payments to "insiders" so long as the
' Id.
See, e.g., Harding Hosp., Inc. v. United States, 505 F.2d 1068 (6th Cir. 1974);
Lowry Hosp. Ass'n v. Commissioner, 66 T.C. 850 (1976); Maynard Hosp., Inc. v.
Commissioner, 52 T.C. 1006 (1969); Sonora Community Hosp. v. Commissioner, 46
T.C. 519 (1966). See also The Lorain Ave. Clinic v. Commissioner, 31 T.C. 141 (1958)
(organization not exempt from income taxes under § 101 of 1939 Code because
inurement occurred).
Treas. Reg. § 1.501(a)-1(c) (1986).
Gen. Couns. Mem. 39,498 (Apr. 24, 1986).
Human Eng'g Inst. v. Commissioner, 37 T.C.M. (CCH) 619, 632 (1978)
(organization lost tax exemption when individuals received small benefit).
1 See supra note 7 and accompanying text.
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payments are reasonable in amount.12 In dealing with nonex-
empt entities, the IRS may challenge the characterization of
unreasonable compensation by corporations, attempting to con-
vert what otherwise would be a business deduction into a non-
deductible dividend. 3 With exempt entities, the stakes are higher;
if the level of compensation is successfully challenged, the
organization can lose its exemption.
4
Where possible, the participation of "private shareholders
or individuals" in a hospital joint venture should be avoided
due to the potentially disastrous consequences. If this is not
possible, the transaction must be structured with extreme cau-
tion.
B. Public Purpose/Private Benefit
A tax exempt organization must serve public rather than
private interests.' 5 Similarly, the organization cannot further a
substantial nonexempt purpose.1 6 Although similar to private
inurement, this concept is broader in scope because the private
benefit need not necessarily be bestowed upon an "insider" for
the problem to arise. This concept also looks more to the
underlying objectives of the organization. Thus, it is less of a
"strict liability" offense because pure motives theoretically
should absolve the organization of poor business judgment.
Assuming that a hospital will attempt to act in its own best
interest, it is difficult to conceive of a situation where a hospital
would enter into a joint venture with the primary purpose of
12 See John Marshall Law School v. United States, 81-2 U.S. Tax Cas. (CCH)
9514 (1981) (private inurement occurred when individuals received payments exceed-
ing reasonable levels); Rev. Rul. 76-441, 1976-2 C.B. 147 (an organization that makes
transfers conferring a financial benefit to an individual will not qualify for § 501(c)(3)
exemption).
,3 See Treas. Reg. § 1.162-8 (1960).
14 See, e.g., 81 U.S. Tax Cas. (CCH) 1 9514; Unitary Mission Church v. Com-
mission, 74 T.C. 507, 514 (1980) (religious organization making excessive salary
payments to individuals lost § 501 tax exempt status).
11 Treas. Reg. § 1.501(c)(3)-l(d)(1)(ii) (1976).
16 See Treas. Reg. § 1.501(c)(3)-1(c)(1) (1976) (providing operational test in
characterizing an organization's activities for § 501(c)(3) exemption); Better Business
Bureau of Washington, D.C. v. United States, 326 U.S. 279, 283 (1945) (characterization
of organizational activity in qualifying for tax exemption in Social Security Act context).
Social Security Act context).
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conferring a private benefit at the expense of furthering its
public purpose. 7 In any joint venture transaction, each partic-
ipant is required to give up something in order to receive
something in return. The mere fact that the ultimate benefit to
the hospital is exceeded by the ultimate cost of the venture
should not, in theory, jeopardize the hospital's exemption un-
less the "loss" was intended from the outset, an unlikely prop-
osition. Essentially, any benefit conferred upon nonexempt
persons in an arm's-length transaction should be considered as
incidental to the public purpose and therefore should not
threaten a hospital's exemption.
The IRS, however, has developed a much stricter "inciden-
tal benefit doctrine,"' 8 with both qualitative and quantitative
components. 9 For a private benefit to be qualitatively inciden-
tal, the arrangement must be necessary and must confer the
least amount of private benefit possible while still permitting
the venture to go forward and sustain its viability. Thus, for
instance, if staff physicians are permitted to purchase condom-
inium units in an adjacent medical office building at less than
fair market value, the hospital must be able to demonstrate
that the failure to include such a feature would cause the
recruited physicians to go elsewhere. The hospital must be able
to demonstrate that other less costly avenues have been consid-
ered and found not to be feasible.20
For a private benefit to be quantitatively incidental, the
ultimate benefits derived by the hospital from its participation
in the joint venture must exceed the costs. In the cost-benefit
analysis, the cost to the hospital of participating in the joint
venture is relatively easy to measure.21 It is much more difficult
11 The hospitals that tend to get in trouble in this regard are typically smaller
hospital, that are founded and operated by a group of doctors. See supra note 7 and
accompanying text.
, See, e.g., Priv. Ltr. Rul. 85-21-005 (Feb. 14, 1985); Priv. Ltr. Rul. 79-51-134
(Sept. 24, 1979).
11 See, e.g., Gen. Couns. Mem. 39,498 (Apr. 24, 1986); Gen. Couns. Mem.
37,789 (Dec. 18, 1978).
-, See, e.g., Gen. Couns. Mem. 35,598 (Jan. 23, 1987).
The shifting of tax benefits to private coventurers is not a "cost" to the
hospital (unless shifted by a taxable subsidiary) because tax benefits are generally of
no value to tax exempt entities.
1986-87]
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to value benefits derived by the hospital because they often
include intangible benefits received over a long period of time.
C. Taxable Income
The limitations placed on exempt organizations by the pri-
vate inurement and private benefit concepts compel those or-
ganizations to behave in a manner deserving of an exemption,
or else face the consequences. These limitations do not, how-
ever, prohibit an exempt organization from engaging in a trade
or business unrelated to its exempt function, as long as such
business is conducted for the benefit of the exempt organiza-
tion. Because such trade or business is unrelated to the orga-
nization's exempt function, however, it is not shielded from
tax by the organization's exemption. Instead, special rules have
been developed to separate the unrelated trade or business from
the organization's exempt activities and to treat it, to some
extent, as a separate taxpaying entity.22
Income will be taxable to an exempt organization if the
income constitutes "unrelated business income" ("UBI").2
Section 512(a) of the Code defines UBI as "gross income
derived.., from any unrelated trade or business.., regularly
carried on by it, less the deductions . . . which are directly
connected with the carrying on of such trade or business." 24
"Unrelated" means not "substantially related (aside from the
need of the organization for income or funds or the use it
makes of the profits derived) to the exercise or performance"
of the organization's exempt functions. 25 Generally, UBI does
2 At one time, income derived by an exempt organization from an unrelated
trade or business was exempted from tax on the theory that the income was being
used for an exempt purpose. This was deemed, however, to confer an unfair compet-
itive advantage upon businesses operated by exempt organizations. Eventually, the
advantage was eliminated by the enactment and imposition of the unrelated business
income tax. See Treas. Reg. § 1.513-1(b) (1983).
I.R.C. § 511(a) (1983).
24 I.R.C. § 512(a) (1983). If an organization can prove that the trade or business
is not regularly carried on, it is not subject to the tax on UBI. Treas. Reg. § 1.513-
1(c) (1983). See Parklane Residential School v. Commissioner, 45 T.C.M. (CCH) 988
(1983) (receipt of $100,000 from an unrelated business constituted taxable income to
normally tax exempt organization).
Treas. Reg. § 1.513-2(a)(2) (1983).
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not include passive income, such as dividends, interest, royal-
ties, and rents from real property.
26
Income, such as rental income, normally considered related,
will be taxable as UBI if it is derived from debt-financed
property, unless substantially all of the encumbered property is
used for the exempt organization's exempt purpose. 27 Substan-
tially all, for these purposes, is eighty-five percent (85 %).
28
If an organization's unrelated activities exceed fifty percent
(50%) of its total activities, its exemption could be jeopard-
ized. 29 If more than eighty-five percent (85%) of its activities
are related, however, there should be no threat to its exemp-
tion.30 If the level of unrelated activities falls between these two
thresholds, the impact is unclear and could depend upon the
particular facts and circumstances. 1 Unrelated activities should
not pose a problem for most hospitals because related receipts
will almost always dwarf income from unrelated activities. Such
unrelated activities could create a problem, however, for a
hospital subsidiary or other related organization. For instance,
a parent holding company in a hospital system frequently does
not conduct substantial activities and therefore a small amount
of unrelated activity could threaten its exemption.
32
The IRS has indicated that it will step up its search for
UBI during audits. In addition, the House Ways and Means
2 ' See I.R.C. § 512(b) (1984). Of course, if an exempt hospital participates in
the joint venture by way of a taxable subsidiary, any income earned therefrom will
be taxable to such subsidiary.
" See I.R.C. § 514(a) (1986). This rule was enacted in 1969 to close a loophole
that allowed a taxable entity to sell a building or business to a charitable organization
(at capital gains rates) and rent it back (taking rental deductions against ordinary
income) such that the rent and debt payments were virtually a wash. See, e.g.,
Commissioner v. Brown, 380 U.S. 563 (1965) (illustrating the loophole abuse).
Treas. Reg. § 1.514(b)-l(b)(1)(ii) (1980).
Although there are no definitive guidelines on this point, the threshold is
derived from the primary purpose test of Treas. Reg. § 1.501(c)(3)-1(c)(1) (1976) (If
the amount of unrelated activities exceeds 50% of the total, the unrelated activities
become primary.).
- An organization will not be exempt if a substantial part of its activities is not
in furtherance of an exempt purpose. Treas. Reg. § 1.501(c)(3)-I(c)(I) (1976). Treas.
Reg. § 1.514(b)-l(b)(1)(ii) (1980).
See S. HOLUB & L. KALICK, HOSPITAL TAX MANAGEIMNT (1983).
'2 If the parent holding company lost its exemption, it is possible that all
subsidiaries, including the hospital subsidiary, also could lose theirs.
1986-87]
KENTUCKY LAW JOURNAL
Committee has scheduled hearings during this year to examine the
effect of the UBI provisions on competition between exempt
organizations and taxable entities.
33
II. CHOICE OF ENTITY
A. Partnership Form
When entering a joint venture, a hospital must decide
whether the resulting entity should be a partnership or a cor-
poration and whether the hospital should participate directly
or by way of a taxable or exempt subsidiary.3 4 The inurement
and private benefit analysis is in many respects the same re-
gardless of which entity participates.
When a hospital participates in a joint venture, it usually
does so as a general partner. This allows the hospital to main-
tain the day-to-day control necessary to accomplish its objec-
tives and protect its interest. 31 It is only in recent years that
exempt hospitals have been permitted to serve as general part-
ners in limited partnerships with nonexempt coventurers. Prior
to 1977, the IRS generally prohibited such participation on the
ground that the hospital-general partner's fiduciary duty to the
limited partners was inconsistent with the requirement that it
be operated exclusively for charitable purposes. This position
was reversed in a series of rulings issued thereafter. 36
The partnership form increases, to some degree, the private
benefit threat because the hospital, as general partner, must
expose its assets to the potential claims of partnership creditors.
This exposure provides a clear and direct benefit to the limited
partners.
33 BNA Daily Tax Report (Sept. 16, 1986).
14 The word "subsidiary," as used in this Article, does not necessarily refer to
a direct subsidiary of the hospital, but also may include subsidiaries of a parent
holding company.
31 Control by the exempt entity can also be critical from a private benefit
standpoint. See Gen. Couns. Mem. 39,444 (Nov. 13, 1985); Gen. Couns. Mem. 38,394
(June 2, 1980).
36 Compare Gen. Couns. Mem. 36,293 (May 30, 1975) with Gen. Couns. Mem.
37,259 (Sept. 17, 1977) and Gen. Couns. Mem. 39,005 (June 28, 1983).
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Other major distinctions, from a tax standpoint, between
the partnership and corporate form generally involve income
tax or UBI considerations.3 7 If the hospital participates by way
of a taxable subsidiary, all income derived from the joint
venture will be taxable to the subsidiary. 38 If the hospital par-
ticipates directly or by way of an exempt subsidiary, the income
derived by the hospital (or subsidiary) will be nontaxable to
the extent it is related to the hospital's exempt function.
3 9
Unrelated income will be taxed as UBI.
An advantage of the partnership form is that losses can be
allocated to the limited partners in a manner disproportionate
to their ownership interest, thereby providing attractive tax
benefits to private coventurers at essentially no cost to the
hospital. Such "special allocations," either of loss or gain, will
be effective for tax purposes as long as the allocations have
"substantial economic effect," as that term has been inter-
preted by regulations under section 704(b) of the Code.
40
Prior to the Tax Reform Act of 1986,41 partnerships could
be used to allocate losses and investment tax credit to limited
partners, such as physicians, who could put such benefits to
their best and highest use. 42 Such allocations could be very
valuable to a hospital because they diminished the limited part-
" The fiduciary duty conflict notion, however, is still around. See Gen. Couns.
Mem. 39,444 (Nov. 13, 1985). See also Gen. Couns. Mem. 39,546 (Aug. 14, 1986)
(The IRS recognized that there would always be tension where an exempt organization
acted on behalf of nonexempt participants in a profit-making venture, stating that the
issue was a factual one and each case must be carefully scrutinized.).
", A partnership is a flow-through entity; that is, all income or loss flows through
to the partners prior to the imposition of any tax. I.R.C. § 701 (1984). Accordingly,
a single layer of tax is imposed at the partner level.
" See supra notes 23-25 and accompanying text.
See I.R.C. § 704(b) (1984); Treas. Reg. § 1.704-1(b) (1964). These regulations,
while quite complicated, basically require that any loss allocated to a partner must
actually be borne by such partner by way of a corresponding reduction in the value
of his interest in the partnership. Similarly, the allocation of gain must increase a
partner's interest. Liquidation of the partnership must be in accordance with each
partner's interest in the partnership, as adjusted during the term of the partnership in
the manner described above. While this description represents a gross oversimplifica-
tion of the substantial economic effect rules, it captures their underlying purpose and
provides a rough approximation of their operation.
,1 Pub. L. No. 99-514.
,1 See Treas. Reg. § 1.704-1(c)(2) (1985) (giving effect to the allocations provided
in the partnership agreement).
1986-871
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ners' interests in the partnership (pursuant to the substantial
economic effect rules), thereby increasing the hospital's relative
interest, at no cost to the hospital. The partnership format
essentially allowed the hospital to sell tax benefits.
The "passive loss rules," enacted as part of the Tax Reform
Act of 1986, have markedly reduced this ability. 43 These rules
have the effect of diminishing the value of losses derived from
a limited partnership interest because such losses are only avail-
able to offset gains from similar investments." There are also
special rules that limit tax benefits where a partnership has a
tax exempt partner. These rules are discussed in Part IV of this
Article.
45
An activity that is expected to be profitable and is related
to the hospital's exempt function generally should be conducted
in partnership form with the hospital or an exempt subsidiary
acting as general partner. The income to the general partner
will be nontaxable as related income. On the other hand, if the
activity is related and is expected to lose money, conducting
the activity out of a taxable subsidiary in order to use such
losses against corporate income might be advisable. 46
Unrelated activities generally should be conducted by utiliz-
ing a taxable subsidiary as general partner because a hospital's
(or its subsidiary's) exemption could be jeopardized if the hos-
pital engages in excessive unrelated activities. 47 A hospital, how-
ever, might prefer to participate directly in the unrelated activity
and bear the tax on UBI.
For a partnership to be treated as such for tax purposes, it
cannot have too many corporate characteristics. 4 Limited part-
41 Tax Reform Act of 1986, § 501; I.R.C. §§ 469(a), (b) (1986).
" See Tax Reform Act of 1986, § 501. On the other hand, income-producing
limited partnerships will be in much greater demand than they were prior to the Tax
Reform Act of 1986. There are many investors trapped in tax shelters generating
passive losses who need passive income against which such losses can be offset.
41 See infra notes 65-68 and accompanying text.
46 Losses sustained by an exempt organization from one unrelated activity prob-
ably cannot be used to offset UBI derived by the organization from another unrelated
activity.
4' See supra notes 29-32 and accompanying text.
41 See Treas. Reg. §§ 301.7701-2, 301.7701-3 (1983). An organization will not be
treated as a partnership for tax purposes if any three of the following corporate
[Vol. 75
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nerships that have a corporate general partner and a large
number of limited partners should be concerned with this issue.
In the past, the IRS has excepted hospital limited partnerships
from its scrutiny in this area. It recently has indicated, however,
that it will begin examining such partnerships more closely to
determine whether they should be taxed as partnerships or as
corporations.4 9 If the IRS successfully recharacterizes such a
partnership as a corporation, the hospital no longer will be
able to avoid tax with respect to a related activity because a
tax will be imposed at the corporate level.
B. Corporate Form
If the joint venture is operated in corporate form, the
resulting corporation cannot qualify as tax-exempt if any of
the shareholders are taxable persons. In addition, the corpo-
ration cannot pass through its losses (or gains) by making an
S corporation election because it will not be eligible for such
status.-, Therefore, if losses are expected from the activity, the
partnership form would be preferable, unless non-tax consid-
erations dictate otherwise.
Under the Tax Reform Act of 1986, a corporation and its
shareholders have a greatly reduced ability to avoid the double
tax on corporations.-" Under prior law, the double tax could
be avoided, at least upon liquidation, because the final sale of
assets by a corporation prior to liquidation was generally tax-free
under the provisions of section 337.12 The new Act effectively
repeals section 337, at least in part, thereby assuring a double tax on
taxable shareholders and a single tax on exempt shareholders.5 3
characteristics are present: [1] continuity of life; [2] centralization of management; [3]
limited liablity; or [4] free transferability of interests. The regulations describe these
characteristics in detail. Id.
See, e.g., Gen. Couns. Mem. 39,546 (Aug. 15, 1986).
See I.R.C. § 1361(b)(1)(B) (1986).
" See infra note 53 and accompanying text.
52 See I.R.C. § 337(a) (1982).
" See Tax Reform Act of 1986, § 631; I.R.C. §§ 336, 337 (1984). There still
will be no gain on final distribution at the exempt entity level because § 331(a) treats
amounts received in complete liquidation as amounts received in a sale or exchange
of stock and § 512(b)(5) excludes gain from the sale or exchange of property from
the definition of UBI.
1986-87]
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The nonrecognition provisions of section 337 will remain in
effect until 1989 with respect to corporations with assets valued
at $5,000,000 or less.5 4 This relief provision, however, is cold
comfort to joint ventures entered into at this time because it is
unlikely that they are being formed with the intention of liq-
uidating in such short order.
When a hospital or exempt subsidiary participates in a
corporate joint venture with taxable shareholders, the income
paid out to the exempt entity will first be reduced by the
corporate level tax. The dividends received by the organization,
however, generally will be excluded from the tax on UBI.55
All in all, there is little from a tax standpoint that would
recommend a corporate joint venture over a partnership joint
venture, especially after the Tax Reform Act of 1986. The
corporate form does reduce the potential exposure of the ex-
empt entity to the claims of creditors and eliminates the fidu-
ciary duty conflict, thereby diminishing the private inurement
or private benefit risk. In addition, a hospital might choose the
corporate form if the activity is related and the hospital cannot
bear additional UBI. Of course, other non-tax considerations
might dictate that the corporate form be chosen.16
III. TAX EXEMPT ENTITY LEASING RULES
A. Basic Rules
Under the tax exempt leasing rules, enacted as part of the
Deficit Reduction Act of 1984, 57 property falling within the
definition of "tax-exempt use property" is not eligible for the
14 Tax Reform Act of 1986, § 631.
5 See I.R.C. § 512(b)(1) (1984).
36 If the hospital or an exempt subsidiary exercises too much control over the
day-to-day activities of a taxable subsidiary, the activities of the taxable subsidiary
could be attributed to its exempt parent, thereby causing loss of exemption. See Gen.
Couns. Mem. 39,326 (Aug. 31, 1984). This can be a significant problem in some
restructured hospital systems. A corporate joint venture, however, does not pose as
great a threat because control is usually diluted by the presence of unrelated coven-
turers.
1, Pub. L. No. 98-369, 98 Stat. 494.
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full range of tax benefits that otherwise would be available."8
In the case of personal property, tax-exempt use property is
defined as property leased by an exempt entity.59 Such property
must be depreciated under less generous depreciation rules than
otherwise would be available.6 In addition, the investment tax
credit is denied with respect to such property.
6'
In the case of real property, the definition of tax-exempt
use property is much more complicated. To be tax-exempt use
property, thirty-five percent (35%) of the property must be
used by an exempt entity or governmental unit and [i] the
property must be financed with tax-exempt bonds and the tax-
exempt entity (or a related entity) must have participated in the
financing, [ii] the lease must contain a fixed or determinable
purchase price or sale option involving the tax-exempt entity
(or a related entity), [iii] the lease must occur pursuant to a
sale-leaseback, or [iv] the term of the lease must exceed twenty
years .62
Tax-exempt use real property must be depreciated over the
greater of forty (40) years or one hundred twenty-five percent
(125%) of its lease term. 63 This lengthened depreciation period
only applies to the extent the property is "tax-exempt use
property." Thus, if forty percent (40%) of a building is tax-
exempt use property, the remaining sixty percent (60%) may
qualify for the regular depreciation rates.
I These rules were passed to correct a perceived abuse where an exempt orga-
nization would sell tax benefits by arranging for a taxable entity to acquire property
needed by the exempt organization, take the tax benefits with respect thereto, and
lease the property to the exempt organization at reduced, albeit guaranteed, rents. See
S. REP. No. 169, 98th Cong., 2d Sess. 123, 125-27 (1984); H.R. REP. No. 432, 98th
Cong., 2d Sess. pt. 2, at 1138 (1984).
I.R.C. § 168(j)(3)(A) (1986).
See I.R.C. § 168(j)(1) (1986).
" I.R.C. § 48(a)(4) (1986). The investment tax credit was generally repealed by the
Deficit Reduction Act of 1984, effective January 1, 1986. See Tax Reform Act of 1986,
§ 211. There is, however, always the possibility that it might return.
,2 I.R.C. § 168(j)(3)(B) (1986). Under prior law, the penalty that applied to tax-
exempt use real property was comparatively stiffer than under the Tax Reform Act
of 1986. This is because the depreciation rules passed under the new Act generally
require that all real property be depreciated under the straight-line method over a
period of thirty-one and one-half (31.5) years. Under prior law, such property could
generally be depreciated under an accelerated method over nineteen (19) years.
" I.R.C. §§ 1680)(1)(B), (2)(A) (1986).
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If real property is used under a lease of less than three (3)
years, its characterization as tax-exempt use property can be
avoided. For this purpose, options renewable at fair market
value are not taken into account, but certain successive leases
are aggregated. Basically, this exception is available only if it
is not expected at the time the initial lease is entered into that
there will be a renewal of the lease such that the original term
and subsequent renewals will have an aggregate term exceeding
three (3) years.64
B. Application to Joint Ventures
Special rules apply to property used or leased by a partner-
ship that has a tax-exempt partner. If property is used or leased
by such a partnership "Itihe determination of whether any
portion of such property is tax-exempt use property shall be
made by treating each tax-exempt entity partner's proportionate
share . .. of such property as being leased to such partner.
' 65
The tax-exempt entity leasing rules will apply to that portion.
In addition, if property is owned by a partnership with both
tax-exempt and taxpaying partners and the property is not
otherwise tax-exempt use property, an amount equal to the tax-
exempt partner's proportionate share of such property will be
treated as tax-exempt use property if any allocation to the tax-
exempt partner is not a "qualified allocation. ' 66 A qualified
allocation has "substantial economic effect" and is consistent
with the tax-exempt partner being allocated the same share of
the partnership's income, gain, loss, deduction, credit and basis-
during the entire period that the exempt entity is a partner. 67
These provisions can also be avoided if the activity of the
partnership is unrelated to the exempt partner's charitable func-
tion such that income derived therefrom constitutes UBI.
68
61 See Hokanson v. Commissioner, 730 F.2d 1245 (9th Cir. 1984). The legislative
history to § 1680) indicates that the principles of Hokanson will be applied in
determining the actual term of a lease. See S. REP. No. 169, 98th Cong., 2d Sess.
123, 150 (1984).
" I.R.C. § 168(j)(8) (1986).
I.R.C. § 168(j)(9)(A) (1986).
6, I.R.C. § 168(j)(9)(B) (1986).
I.R.C. § 168(j)(3)(D) (1986).
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IV. SPECMC VENTURES
A. Doctors' Office Buildings
The IRS has issued numerous favorable rulings permitting
an exempt hospital to participate in a medical office building
joint venture without such participation threatening its exempt
status or exposing it to UBI. 69 The IRS generally looks with
greater favor on arrangements in which the hospital retains
some elements of control.
70
If the building is adjacent to the hospital and is sold or
leased to staff physicians, the activity of the joint venture will
be deemed related to the hospital's exempt function and any
income received by the exempt general partner will not be
UBI. 7' This might not be true if the hospital sells condominium
units in a medical office building to doctors if such doctors are
permitted to resell to persons who are not members of the
medical staff.72 The same problem could arise if physician-
tenants sublease to non-physicians.73 In addition, relatedness
could be questioned if the building is not in-proximity to the
hospital. In such a case, it is more difficult to prove the necessary
benefit to patients.74
- See Rev. Rul. 69-545, 1969-2 C.B. 117; Rev. Rul. 69-464, 1969-2 C.B. 132;
Priv. Ltr. Rul. 86-09-076 (Dec. 4, 1985); Priv. Ltr. Rul. 86-04-006 (Aug. 30, 1985);
Priv. Ltr. Rul. 85-42-070 (July 24, 1985); Priv. Ltr. Rul. 85-28-080 (Apr. 19, 1985);
Priv. Ltr. Rul. 85-08-099 (Nov. 30, 1984); Priv. Ltr. Rul. 85-08-073 (Nov. 28, 1984);
Priv. Ltr. Rul. 85-06-102 (Nov. 16, 1984); Priv. Ltr. Rul. 85-04-064 (Oct. 30, 1984).
See supra note 35.
See Rev. Rul. 69-463, 1969-2 C.B. 131; Priv. Ltr. Rul. 86-09-076 (Dec. 4,
1985); Priv. Ltr. Rul. 85-08-099 (Nov. 30, 1984); Priv. Ltr. Rul. 84-28-098 (Apr. 12,
1984).
' See Priv. Ltr. Rul. 85-08-099 (Nov. 30, 1984); Priv. Ltr. Rul. 84-32-122 (May
30, 1984); Priv. Ltr. Rul. 84-35-074 (May 14, 1984); Priv. Ltr. Rul. 84-28-098 (Apr.
12, 1984).
" See Kirkpatrick v. United States, 605 F.2d 1160 (10th Cir. 1979), cert. denied,
444 U.S. 1075 (1980) (Hospital subleased portions of a building, constructed from
bond issue proceeds, a major portion of which was used in the sublessee's business.
The interest in such bonds was required to be included as gross income for tax
purposes.).
74 Rev. Rul. 69-463, 1969-2 C.B. 131; Rev. Rul. 69-464, 1969-2 C.B. 132.
Proximity is considered to be critical because it enables the physicians to serve the
outpatient needs of persons seeking medical services from the hospital on an ambu-
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Private inurement or private benefit might be a concern
when there is insufficient evidence that arm's-length negotia-
tions took place between the hospital and its physicians, when
there is too close a relationship between the physicians and the
hospital governing body, or when there are other identifiable
attributes that raise the possibility of an impermissible shift in
benefits. 71 These attributes might include a lack of adequate loan
security, a bargain rate of interest on a loan from the hospital,
or a sale or lease at less than fair market or fair rental value
to physicians. In addition, it would seem that private benefit
or inurement might result, in the partnership setting, if a dis-
proportionate allocation of profits to physicians has been
made.76
IRS rulings have permitted hospitals to offer bargain ar-
rangements to physicians when there are valid justifications for
doing so. Rural hospitals generally are given more freedom to
offer incentives than urban hospitals. 77 Any time a physician
subsidy is contemplated, however, the approval of the IRS
should be obtained through a private letter ruling, especially in
light of General Counsel Memorandum ("GCM") 39,498, dis-
cussed below.
B. Magnetic Resonance Imagers
The IRS also has ruled favorably with respect to joint
ventures set up to own and operate magnetic resonance imagers7s
and computerized axial tomographic (CT) scanners.7 9 Like med-
iatory basis, to provide diagnostic and therapeutic procedures to hospital patients,
and to provide emergency room services.
71 The private inurement issue is raised based upon the IRS position that staff
physicians constitute "insiders" for purposes of § 501(c)(3). This position, announced
in Gen. Couns. Mem. 39,498 (Apr. 24, 1986), is discussed infra in text accompanying
note 87.
76 This could be true even if the allocation has "substantial economic effect"
under § 704(b). The substantial economic effect rules only require that the tax con-
sequences follow the economics of the partnership deal. They do not, however, bless those
economics from a business standpoint.
71 See Rev. Rul. 73-313, 1973-2 C.B. 174; Priv. Ltr. Rul. 84-19-071 (Feb. 10,
1984).
7' See Priv. Ltr. Rul. 86-21-059 (Feb. 25, 1986); Priv. Ltr. Rul. 85-04-060 (Oct. 30,
1984).
'9 See Priv. Ltr. Rul. 86-21-059 (Feb. 25, 1986); Priv. Ltr. Rul. 82-06-093 (Nov.
10, 1981).
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ical office building joint ventures, these ventures usually are
carried out in partnership form with the exempt entity serving
as general partner. The activities of such ventures generally are
considered to be related to the hospital's exempt function and
therefore any income derived therefrom by the hospital should
not be UBI.
C. Other Health Care Ventures
The IRS also has ruled favorably on a number of other
hospital-related joint ventures, including joint ventures estab-
lished to operate health care service organizations, 0 ambulatory
care centers,8' alcohol and drug treatment centers, 82 home health
care agencies, 3 and health maintenance organizations. 84 If the
joint venture treats patients of the participating exempt hospi-
tal, the income derived by such hospital should be exempt
(assuming the joint venture is set up as a partnership).85 A
hospital, under certain circumstances, possibly might derive
related income even though the joint venture treats patients of
other hospitals.
6
V. PHYSICIAN RECRUITMENT PROGRAMS/PHYSICIAN JOINT
VENTURES
In May 1986, the IRS issued a General Counsel Memoran-
dum ("GCM") declaring that a physician recruitment program
that provided a two-year income guarantee to the recruited
physician could jeopardize the hospital's exemption, absent a
Priv. Ltr. Rul. 85-34-089 (May 31, 1985).
Priv. Ltr. Rul. 86-38-129 (June 27, 1986); Priv. Ltr. Rul. 85-32-069 (May 16,
1985).
-Priv. Ltr. Rul. 85-22-055 (March 5, 1985).
Priv. Ltr. Rul. 85-34-096 (May 31, 1985); Priv. Ltr. Rul. 85-34-095 (May 31,
1985).
Priv. Ltr. Rul. 86-33-036 (May 20, 1986).
As a general rule, in order for medical treatment to be related to a hospital's
exempt function, the persons treated must be patients of the hospital. See Rev. Rul.
85-110, 1985-2 C.B. 166.
" See id. at 168. This exception is applicable only in "unique circumstances."
It provides that treatment of non-patients will be related if such treatment is not
otherwise available to such persons or is needed on an emergency basis.
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payback requirement.8 7 The GCM is disturbing because the IRS
concluded that staff physicians with apparently little or no
control over hospital policies could be the recipients of private
inurement. 8 Accordingly, any undue benefits received by them
could result in revocation of the hospital's exemption. Although
the ruling was directed at physician recruitment programs, the
legal conclusions reached therein have great relevance to joint
ventures between hospitals and physicians.
The facts of the ruling concerned a proposed recruitment
plan that obligated the hospital to guarantee a newly recruited
physician an annual income for a period of two years by means
of a system of subsidies. The physician would be under no obligation
to repay any of the subsidies except out of income earned in
excess of the guaranteed annual income during the two-year
contract period. In setting the amount of guaranteed income,
the hospital would carefully consider each physician's capabilities
and specific needs. In exchange for the guarantee, the physician
would be required to perform certain services for the hospital, such
as training and emergency room duties. The guaranteed mini-
mum annual income would be offered by the hospital when
needed to induce a physician to locate his or her medical
practice in the hospital service area.
89
The hospital previously had received a favorable ruling
involving a similar arrangement, with the distinction that the
physician unconditionally was required to repay any subsidy
paid by the hospital. The hospital then sought this second ruling
involving the conditional obligation to repay.
The IRS ruled that the arrangement could jeopardize the
hospital's exemption. The ruling stated that recruited physicians
''are persons who have a personal and private interest in the
activities" of the hospital and therefore are subject to "the
inurement proscription.' '90 The ruling further stated that the
program, on its face, did not appear to pose any obstacles to
continued exemption for the hospital. Recruitment of doctors
is a legitimate objective of tax exempt hospitals. The problem,
1, Gen. Couns. Mem. 39,498 (Apr. 24, 1986).
88 Id.
89 Id.
90 Id.
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said the IRS, arose from the fact that there was no way of
determining in advance whether all possible subsidies paid un-
der the program would constitute reasonable compensation.
The method of payment was found to bear "no discernible
direct relation to the value of a particular physician" to the
hospital. 91 For instance, a physician who earned a great deal
of income outside the hospital and was also of great value to
the hospital would receive less of a subsidy than a physician
who earned less income from his or her private practice and
also conferred less benefit upon the hospital. Based on this
reasoning, the IRS concluded that the subsidies would not
necessarily have any relationship to the value received by the
hospital and therefore could prove to be unreasonable. 92
The IRS focused on the fact that the magnitude of the
subsidy that each doctor would receive was impossible to de-
termine in advance. For this reason, the IRS could not deter-
mine whether the method of awarding subsidies was the only
way the hospital could achieve its desired ends. 93 The IRS also
noted that the proposed guaranteed minimum annual income
amount was not capped (except by the total income guaran-
teed), so that a recruited physician could receive a substantial
economic benefit that would not be quantitatively incidental to
the hospital's exempt purpose.
94
Viewing the arrangement as a whole, the IRS concluded
that the overall benefit to the hospital from the recruitment
program might not outweigh and render incidental all possible
doctors' subsidies under the two-year program.9 5 If this proved
to be true, it would provide a basis for the revocation of the
hospital's exemption.
This ruling is of great concern in the joint venture area. If
physicians are "insiders" subject to the inurement proscription,
a joint venture with physicians will be tested by the much
stricter private inurement standard, where a single misstep could
"' Id.
' Id.
" See supra notes 19-21 and accompanying text (example of the qualitative
incidental benefit rule in practice).
- Id. (example of the quantitative incidental benefit rule in practice).
9 Gen. Couns. Mem. 39,498 (Apr. 24, 1986).
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prove disastrous. Moreover, many joint ventures with physi-
cians have a recruitment element, such as reduced rents for
medical office building space, 96 reduced interest rates, 97 and
sales at less than fair market value. 98 A high percentage of the
joint ventures entered into by hospitals are entered into with
physicians either to recruit them or to cement the existing relation-
ship between hospital and physician. Accordingly, this GCM is
highly pertinent in analyzing such transactions.
The legal conclusions reached in the GCM, however, are
open to challenge. First, physicians generally are not considered
to be "insiders." They generally do not have inside control
over hospital policy, but are able to influence the hospital only
through their market power. For this reason, joint venture
transactions with physicians, as well as physician recruitment,
should be tested under the more relaxed standard of the private
benefit concept.
In addition, the GCM tests the reasonableness of compen-
sation on an after-the-fact basis. It is an established principle
of tax law that the reasonableness of compensation is to be
measured at the time the agreement is entered into, rather than
at the time compensation is paid. 99 Accordingly, the fact that
the cost to a hospital of a transaction with a physician ends up
exceeding the benefits received does not necessarily mean that
there has been unreasonable compensation for tax law pur-
poses. The GCM appears plainly wrong on this point.
The GCM is also inconsistent with prior rulings. For in-
stance, the IRS ruled that a recruitment program for osteo-
pathic physicians did not adversely affect the hospital's
exemption where half of the principal and all of the interest
on loans were forgiven on the condition that the physicians
practice in the area for five years.1°°
Although the GCM appears to be faulty on the law, the
position taken therein is enough to strike fear in the hearts of
- Rev. Rul. 73-313, 1973-2 C.B. 174; Priv. Ltr. Rul. 85-35-047.
9 Priv. Ltr. Rul. 86-29-045 (Apr. 22, 1986).
11 Priv. Ltr. Rul. 84-03-060 (Oct. 19, 1983); Priv. Ltr. Rul. 83-20-049.
9See Treas. Reg. § 1.162-7(b)(2) (1986).
10 See Priv. Ltr. Rul. 86-29-045 (Apr. 22, 1986). See also Rev. Rul. 73-313, 1973-
2 C.B. 174; Priv. Ltr. Rul. 84-19-071 (Feb. 10, 1984).
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hospital administrators and their tax advisors. It is not clear
how or even if the IRS will carry this policy through into
practice. Until answers are forthcoming, however, great care
should be taken when hospitals enter into joint venture trans-
actions with physicians. A private letter ruling should be ob-
tained when possible. Competitive demands, however, could
require that a hospital offer more than the IRS is willing to
approve in a ruling.
The threat can be reduced somewhat by documentation. A
joint venture arrangement should result from verifiable arm's-
length negotiations. In addition, the expected benefits to the
hospital should be estimated and compared favorably to the
expected cost to the hospital. This comparison should be as
accurate as possible. Finally, the hospital should document
carefully the need for the arrangement, the consideration of
alternatives, and the expected consequences if it fails to enter in-
to the arrangement as is.101
VI. EFFECT ON EMPLOYEE PLANS
Qualified plans cannot discriminate, in coverage or benefits,
in favor of stockholders, officers, or highly paid employees.'
0 2
There are elaborate rules for testing whether coverage 0 3 or
benefits'0 4 are discriminatory.
In joint ventures, certain aggregation rules can cause a
retirement plan to be tested as if the employees of the coven-
turers are employees of a single employer. 0 5 Generally, this
result will not pose a threat to the qualification of a hospital
plan. For instance, if the joint venture is with a physician
group, the hospital probably will still meet the nondiscrimina-
tion tests due to its disproportionate size.
The risk of plan disqualification is much greater, however,
for joint venturers, such as physician groups, that are compar-
, For a detailed discussion and analysis of Gen. Couns. Mem. 39,498, see
Bromberg, New IRS Positions Spell Trouble for Exempt Hospitals: Part I: Physician
Recruitment, H.ALTHcAEa FiN. MGMT., Oct., 1986.
See I.R.C. § 401(a)(4) (1986).
'" See I.R.C. § 410 (1986), as recently amended by the Tax Reform Act of 1986,
§ 1112.
" See I.R.C. § 401(a)(4) (1986).
See I.R.C. § 414(m) (1986).
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atively smaller in size than the hospital and that tend to pay
higher average compensation. Hospital planners should be aware
of this risk, for entering into a joint venture with a physician
group that results in the disqualification of the group's retire-
ment plan would, in many cases, defeat one of the underlying pur-
poses of the joint venture.
VII. IMPACT ON PUBLIC CHARITY STATUS
An organization that is exempt under section 501(c)(3) of
the Code will be subject to the highly restrictive private foun-
dation rules unless it qualifies as a public charity under section
509(a). 106 Section 509 sets out three alternative means by which
a health-related organization can gain public charity (or non-
private foundation) status. 10 7 The first, provided for in section
509(a)(1), is an automatic determination granted to organiza-
tions conducting certain specified activities. These activities
include the- operation of a hospital and of a medical research
organization. Accordingly, a hospital organization generally
derives its public charity status pursuant to section 509(a)(1).
An organization can also obtain public charity status under
section 509(a)(1) if a substantial part of its support is received
from the general public in the form of charitable gifts,103 A
fund-raising organization generally can qualify under this pro-
vision.
Public charity status can also be obtained pursuant to sec-
tion 509(a)(2), based upon a "public support test." 0 9 To satisfy
the requirements of this section, an organization must derive
one-third of its support from contributions and related business
receipts from the general public and cannot derive more than
106 These restrictions are set out in I.R.C. §§ 4940-4945 (1984). They include an
excise tax on investment income (§ 4940), a tax on self-dealing (§ 4941), a tax on
failure to distribute income (§ 4942), a tax on excess business holdings (§ 4943), a tax
on speculative investments (§ 4944), and a tax on certain prohibited expenditures (§
4945). As an example of the severity of these rules, if a parent holding company loses
its public charity status, it will be required to divest itself of its taxable subsidiaries
pursuant to § 4943.
I- See I.R.C. § 509(a) (1986).
See I.R.C. §§ 509(a)(1) (1986), 170(b)(1)(A)(iv) (1966).
,0 See I.R.C. § 509(a)(2) (1986).
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one-third of its support from net investment income.110 The
statute and corresponding regulations set out technical tests to
ensure that the requirement of public support is met. Organi-
zations described in either section 509(a)(1) or section 509(a)(2)
are considered to be "publicly supported organizations."'
'
Finally, an organization can derive its public charity status
under section 509(a)(3) as a supporting organization. A sup-
porting organization must satisfy one of the following three
relationship tests, as set forth under section 509(a)(3)(B): it
must be [i] operated, supervised and controlled by a publicly
supported organization; [ii] supervised or controlled in connec-
tion with a publicly supported organization; or [iii] operated in
connection with a publicly supported organization.'
1 2
Any time a hospital or related subsidiary enters into a joint
venture, careful examination should be given to the impact of
the joint venture on the public charity status of the participating
exempt organization. For instance, an organization that barely
qualifies under the public support tests of either section 509(a)(1)
or section 509(a)(2) might be adversely affected if the venture
produces a large amount of income that would not be consid-
ered to be derived from the general public. Moreover, an or-
ganization that qualifies under section 509(a)(3) as a supporting
organization might jeopardize its supporting status if it engages
in such a venture, because such an organization must be "op-
erated exclusively" to support a publicly supported organiza-
tion."'
VIII. JOINT VENTURES WITH OTHER HosPITALs
Thus far, this Article has addressed the numerous tax issues
arising when a hospital or related entity enters into a joint
venture with nonexempt coventurers. There are, in addition, a
number of situations in which exempt hospitals themselves will
combine to form a joint venture. In these instances, the threat
to a hospital's exempt status often is reduced greatly, if not
virtually eliminated.
See id.
n, I.R.C. § 509(a) (1986).
1 I.R.C. § 509(a)(3) (1986).
M See Gen. Couns. Mem. 39,508 (May 28, 1986).
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A joint venture between two or more exempt hospitals
generally will qualify for exempt status under section 501(c)(3)."
4
The private inurement and private benefit questions are essen-
tially eliminated because there are no non-exempt participants.
Therefore, any diversion of profits or assets should not jeop-
ardize the exempt status of either hospital.
An important caveat exists, however. If services are pro-
vided to two or more hospitals by the exempt joint venture and
the services are not specified in section 501(e), the resulting
corporation could lose its exemption. The services provided
either must be qualified section 501(e) services, in which case
the organization will be subject to the provisions of section
501(e), or they must be provided directly to patients.
If two or more exempt hospitals form an organization to
provide services such as collection, clinical, laboratory, or per-
sonnel services to exempt hospitals, the resulting organization
can obtain an exemption under section 501(e).115 Only specified
services can be provided or the organization will lose its ex-
emption under section 501(e) and cannot look to section 501(c)(3)
for backup exemption." 6 Laundry and insurance services, for
example, are not permitted.117
In addition, a number of other fairly rigorous requirements
must be met for an organization to maintain exempt status
under section 501(e).118 A section 501(e) organization should
never enter into a joint venture with a private entity. If any of
the income from such a joint venture is UBI, the section 501(e)
organization will lose its exemption, even if the amount is
minimal. 119
A third form of exempt joint venture involving exempt
hospitals was authorized by the Tax Reform Act of 1986. Under
114 I.R.C. § 501(c)(3) (1986).
115 I.RC. § 501(e)(1)(B) (1986).
116 See HCSC-Laundry v. United States, 450 U.S. 1 (1981).
'" Permitted services are data processing, purchasing, warehousing, billing and col-
lection, food, clinical (including radiology), industrial engineering, laboratory, printing, com-
munications, record center, and personnel services. Treas. Reg. § 1.501(e)-1(c)(1) (1986).
118 See generally Treas. Reg. § 1.501(e)-i (1986).
"I A § 501(e) organization is prohibited from engaging in an unrelated trade or
business, See Treas. Reg. § 1.501(e)-1(b)(4) (1986).
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section 501(c)(25), as added by the new Act, an organization
will be exempt if it [i] is operated for the exclusive purpose of
holding title to real property and distributing the income there-
from to eligible shareholders, [ii] has no more than thirty-five
(35) shareholders or beneficiaries, [iii] has only one class of
stock, and [iv] meets certain other requirements.' 20 Eligible
shareholders include tax exempt organizations described in sec-
tion 501(c)(3) and section 501(c)(25). This new provision par-
allels section 502(c)(2), which grants an exemption to titleholding
organizations owned by one or more related organizations.
Section 501(c)(25) provides the same benefit to organizations
set up by unrelated exempt organizations, thereby allowing
them to pool their resources and still obtain an exemption.
CONCLUSION
In the next few years, dramatic changes can be expected in
the world of hospital joint ventures. The IRS has never really
decided how to view these creatures, especially when they in-
volve physicians. Exempt hospitals themselves have come under
increasing attack by commentators, legislators, and regulators.
Although there is clearly a current necessity for hospitals to be
aggressive from a business standpoint, it is also important that
they enter into joint ventures fully cognizant of the tax risks
and, in this connection, remain as conservative as reality per-
mits.
I" Tax Reform Act of 1986, § 1603, adding I.R.C. § 501(c)(25) (1986).
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